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Some markets challenge active equity managers more than others. Many of the best 
funds, described in the previous article in this series, have underperformed in recent 
years, even though they consistently pursue their strategy while taking high-
conviction positions. This begs the question of whether returns to stock-picking vary 
over time. 
 
This is the fourth article in a series on the power of investment strategy. The first 
article introduced investment strategy as an alternative to the style grid for forming 
active equity mutual fund peer groups. The second article discussed the advantage of 
diversifying equity portfolios based on fund strategy and proposed a six-strategy core 
equity portfolio. The third article explained how to identify the best funds within each 
strategy. 
 
 
Active Equity Opportunity 
 

Indeed, there is considerable anecdotal evidence that stock picking is effective in 
certain market environments while not in others. Academic research confirms this, 
with studies by Gorman, Sapra and Weigand, Petajisto, and von Reibnitz providing a 
basis for measuring how favorable or unfavorable the current market environment is 
for stock picking. 
 
They paint a picture in which the returns-to-skill rises in tandem with increased stock 
return cross-sectional dispersion and skewness, along with greater market volatility. 
That is, high levels of cross-sectional and longitudinal volatility represent a stock 
picker’s nirvana. 
 
Based on these articles, I created active equity opportunity (AEO), a measure of how 
active the emotional crowds are driving individual stock-return dispersion. The more 
active the crowds, the greater the returns-to-skill are and vice versa. 
 
Active equity managers who build a strategy for harnessing a specific set of return 
factors prefer a higher level of AEO, since it is more likely their high-conviction picks 
will outperform. On the other hand, a low AEO foretells a period in which it will be 
difficult for even the most talented to beat their benchmark. 
 
AEO is estimated as a scaled, weighted average of these four components, listed 
from most to least important: 

• Individual stock cross-sectional standard deviation 
• Individual stock cross-sectional skewness 
• CBOE Volatility Index (VIX) 
• Expected small stock premium 

 

Active Equity Opportunity (AEO) 

A measure of how active the 
emotional crowds are driving 
individual stock-return dispersion. 
The more active the crowds, the 
greater the returns-to-skill are and 
vice versa. 

https://www.athenainvest.com/behavioral-analyst/158-investment-strategy-identify-the-best-active-equity-funds-2
https://www.athenainvest.com/behavioral-analyst/149-investment-strategy-a-powerful-new-foundation
https://www.athenainvest.com/behavioral-analyst/156-investment-strategy-strategy-based-portfolio-construction
https://www.athenainvest.com/behavioral-analyst/158-investment-strategy-identify-the-best-active-equity-funds-2
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=1266225
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=1685942
http://cfr.ivo-welch.info/readers/2017/reibnitz.pdf
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The resulting monthly values for AEO from December 1998 through July 2018 are 
presented in Figure 1. The average AEO over this time period is 40, which means 
values greater than 40 signal a better environment for stock picking while lower 
values signal a worse environment. During this 20-year time sample, 1998 through 
2006 and 2008 through 2010 favored stock picking. 
 
Figure 1: Active Equity Opportunity. (December 1997 – July 2018) 

 
Sources: Morningstar and AthenaInvest. 

 
Of particular interest is that since 2010, AEO has mostly been below average, 
declining to an all-time low of 18 in mid-2017. It since rebounded to 41 in February 
2018, falling to 30 in July 2018. 
 
The red shaded areas represent recessions according to the National Bureau of 
Economic Research, the official arbiter of business-cycle turning points. While there 
seems to be a relationship between recessions and higher levels of AEO, von Reibnitz, 
based on a longer 1972 through 2013 fund sample, concludes that “the positive 
relation between fund activeness and performance is driven by return dispersion, as 
opposed to business cycle fluctuations.” That is, the impact of AEO on stock picking 
is largely independent of where we are in the business cycle. 
 
 
Stock-Picking Skill Is Robust, but Returns Are Not 
 

Figure 2 presents the impact of AEO on stock alpha of the best idea stocks of the 
best funds (i.e. truly active as described in the previous article) versus the worst 
ideas of the worst funds (i.e. closet indexers). The best (about 10% of all stocks held 
by active equity funds) are those most held by strategy consistent, high conviction 
funds, while the worst are those most held by strategy inconsistent, low conviction 
funds. Best and worst idea stocks are identified by aggregating fund relative holdings. 
 
 
 
 

http://cfr.ivo-welch.info/readers/2017/reibnitz.pdf
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Figure 2: Stock Picking Benefit vs Active Equity Opportunity (AEO) 

 
Alpha is stock return net of the Fama & French monthly market returns available on Ken 

French’s website. Includes all stocks held by at least five active equity mutual funds in 

each month from January 1998 through May 2017. Sample comprises about half of the 

stocks traded on US exchanges each month and tens of millions of stock-fund-month 

observations. The reported results are from a regression of subsequent month stock 

alpha averages on month beginning AEO. The 20 to 60 range captures 85% of the observed 

AEO monthly values during this time-period. Data sources: Morningstar and AthenaInvest  
 
Figure 2: Stock-picking benefits vs. AEO Alpha is stock return net of the Fama & 
French monthly market returns available on Ken French’s website. Includes all stocks 
held by at least five active equity mutual funds in each month from January 1998 
through May 2017. Sample comprises about half of the stocks traded on US 
exchanges each month and tens of millions of stock-fund-month observations. The 
reported results are from a regression of subsequent month stock alpha averages on 
month beginning AEO. The 20 to 60 range captures 85% of the observed AEO monthly 
values during this time-period. Data sources: Morningstar and AthenaInvest. 
 
Skill benefits remain strong even at low levels of AEO, with differences averaging over 
10%, confirming that funds are able to distinguish good from bad investment ideas. 
Skill benefits increase as AEO increases, reaching 15% at AEO of 60. So, stock-
picking skill exists no matter the current state of the economy and the market. 
 
However, as AEO drops, more and more stocks held by funds generate negative alpha. 
At AEO of 20, only the best ideas (top 10%) generate positive alpha while the other 
90% sport a negative alpha. Thus, even best funds, those that consistently pursue 
their strategy and focus most on high-conviction stocks, can underperform when AEO 
is low, in spite of their investment team’s stock picking prowess. This comports with 
the anecdotal evidence that stock picking is effective in certain markets while not in 
others. 
 
In a period of low AEO, it may be beneficial to allocate less to stock picking and more 
to market exposure. Later in the series, we’ll show that aggregating fund-relative 
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holdings by strategy, and short-term ranks by investor preference prove useful for 
estimating expected individual stock and market returns. 
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Important notes and citations 

 
The information provided here is for general informational purposes only and should not be considered an offer or solicitation for the sale 
or purchase of any specific securities, investments, or investment strategies. It should not be assumed that recommendations of 
AthenaInvest made herein or in the future will be profitable or will equal the past performance records of any AthenaInvest investment 
strategy or product. There can be no assurance that future recommendations will achieve comparable results. The author’s opinions may 
change, without notice, in reaction to shifting economic, market, business, and other conditions. AthenaInvest disclaims any responsibility 
to update such views. These views may not be relied upon as investment advice or as an indication of trading intent on behalf of 
AthenaInvest. 
 
You are solely responsible for determining whether any investment, investment strategy, security or related transaction is appropriate for 
you based on your personal investment objectives and financial circumstances. You should consult with a qualified financial adviser, legal 
or tax professional regarding your specific situation. Investments involve risk and unless otherwise stated, are not guaranteed.  Past 
Performance is no guarantee of future results. 


